The aim of this chapter is to demonstrate that, especially in developing countries, changes in the real exchange rate affect both the structure of production and the income elasticities of the demand for imports and exports -and, as a result, the balance of payments constraint to growth * . If the latter is weakened, then these countries are able to reach a higher long-term growth rate. Thus, following Dosi, Pavitt and Soete (1990), we show how a devaluation of the real exchange rate affects an economy's productive heterogeneity, by reducing its real wages. In addition, we demonstrate that the elasticities are endogenous, based on the argument that maintaining an undervalued exchange rate encourages research and innovation. This is due to its positive impact on self-financing conditions and on the access to credit, making it possible to modernise and diversify the structure of production. In the long term, this implies an expansion of the export capacity and a reduction of the dependence on imports. Furthermore, based on Kaldor and Mirrlees (1962), we present a model that formalises the endogeneity of the elasticities by making them dependent on the average age of the capital stock of the economy. Lastly, we show how the approach suggested in this article is an improvement on the Structural Economic Dynamics (SED) approach, by demonstrating how variations in the real exchange rate alter the sectoral composition of the economy. In the final considerations, we present a series of arguments supporting the hypothesis that elasticities are endogenous to the real exchange rate.
Specifically, the essential question is to find out what is the impact of the real exchange rate on growth, especially in the long term, since the effects of its variations on aggregate demand, after the rate has adjusted to the new level, are not clear. There are two main approaches to the issue. On the one hand, there is the mainstream literature based on growth accounting sources, according to which the long term impact of the real exchange rate on growth basically depends on how it affects Total Factor Productivity. On the other hand, there is the KeynesianStructuralist approach, which shows that the exchange rate policy is an important tool capable of affecting both long-and short-term output and employment. From this point of view, the exchange rate level may have a permanent effect on long-term growth, because the income elasticity of imports and exports reacts to the level of the real exchange rate, and/or because it influences the growth of labour productivity and capital accumulation (Barbosa-Filho, 2001 ).
These theoretical insights provide the basis for our chapter. Its aim is to analyse the relationship between the exchange rate, structural heterogeneity and the income elasticities of demand for exports and for imports in developing economies. The basic hypothesis is that maintaining an undervalued real exchange rate leads to the diversification of both investment and output, mainly in the sectors which compete in the international market. Such greater diversification has the effect of weakening the restrictions resulting from the necessity of maintaining the balance of payments equilibrium. Thus, the exchange rate policy can influence growth not only by increasing competitiveness, but also by providing the necessary incentives for greater technological development. This means that, in addition to affecting aggregate demand, this policy also influences long-term supply, especially regarding exports. This is reflected in the income elasticities of demand for imports and exports, and justifies the argument that they are endogenous to the level of the real exchange rate.
We thus set out the theoretical arguments that support that elasticities are endogenous. Using structuralist arguments, we show how changes in the real exchange rate have an effect on the structure of production. More specifically, following Dosi, Pavitt and Soete (1990) it is shown how a devaluation of the real exchange rate affects an economy's structural heterogeneity by reducing real wages. This is particularly important in developing economies, because they have a structure of production that is both specialized and heterogeneous, which can hinder accumulation. In other words, these economies largely specialize in the production of primary goods for export, while their consumption requirements in
